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UNe-P: the Un-Profit

Regulation pressuring RBOC profits

Industry update |

RBOCs’ core profit center is under severe attack from competitive
forces. Regulators have reduced UNE pricing such that CLECs are using
UNE lines 10 penetrate the residential and small business markets. In
our view, untii UNE pricing becomes more rational, the RBOCs will
suffer steeper profitability squeazes from CLECs using UNE lines.

B CLEC penetration rising: By the end of 2001, according 10 the FCC,
CLECs accounted for 10.2% of the nation’s 192m gwitched lines, up
from 7.7% 12 months earlier, a 32% increase in market share. Cable
telephony lines are increasing at a slightly faster rate than overall CLEC
lines, By the end of 2001, according to the FCC, cable telephone lings
canstituted 11% of CLEC lines {2.2m lines), and 1% of all switched lines.

B Last ILEC profits: ILECs lost 1.5m lines In the last six months of 2001
in the ferm of UNEs (unbundled network elements) to CLECs, which we
estimate comes 10 $1bn in lost annualized sales, most of which is pure
profit. In a si-month span, then, ster taxes, ILEC bottom lines lost
abcut $325m in net income, and $4.2bn in market capitalization,
assuming a 13x P/E multiple. The Bells contral about 84% of the nation’s
incumbent access lines, so the RABOGCs, primarily thraugh UNE, lost
$4bn in market capitalization in the last half of 2001, The Bells currently
have & $220bn eguity market cap, meaning that CLECs conceivably
desiroyed 2% of Bell equity value in the HZ 2001,

» Some CLEC overbuilding: in HZ 01, CLECs gained 2.4m lines, which
we believe was created exclusively at the expense of the ILECs, or
19,000 lines per business day. Some of these lines are lost 10 cable
telephony or where CLECs build their own connectigns directly o
businesses. In such cases, the CLEC has owerbuill, or completely
severed the connection between the ILEC and the customer, removing
the ILEG from 100% of their iormer revenue stream.

P Ratings: We maintain our Hold ratings on BellSouth Corp., Qwesl
Communizations, SBC Communications and Verizon Communications.
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Regulators are forcing
unprofitable resala pricing upon
the lacal industry through
UIMES

Investment summary and
conclusion

The concern isn't the CLECs; with a waak capital market, and the techno bubble-burs,
the money CLECs need to build out a losal netwark 15 NOT available in the public or
bank markats. lronically, the impact of CLEC competition has newver bean more
NEGATIVE for RBOCs (we interchange the terms RBOCs and ILECs). Why? Because
the regulators are forcing unprofitable resale pricing upon the local industry through
Unbundlad Network Elements, or UNEs, What are LINESY

UNEs are network ‘slements’ = switching, copper lines, data base hookups, fiber
trunks into office buildings, etc., that the RBOC is forced to lease to the CLEC, When a
CLEC uses UNEs INSTEAD of building out its own copper loops, switchas, ate., it
avoids major capital expense, and ‘rides' the RBBOCSs' nvestments made aver
dacades. Whean capital llowed freely to CLECs in the 19308, CLECs took that money
and decided to build their own networks, At the time that ssemed to be a rational
decision; money would be available from Wall Street forever’, and an owned netwark
would be more profitable than a leased cne - ewventually. Unfortunately for those
CLECs that overbuill over wide geographic teritories, i.e., the "XOs" of the waorld that
dacided thare was a business case for a 'national — local” infrastructure that sarved (in
retrospacty way too many cities, thareby never achieving density — the key to local
profitability — the capital makets dried up. Left, wera the liguid compeatitors ta the Bells;
ATET and MCI {untl now), who, over the last two years, have taken up UNE, or
leasing, rather than constructing a second local network, as the means o compete,
WHY?

ATET and MGCI are wary concerned about losing long distance customers to the
RBOCs. So evan if LINE isn't ag profitable as owning your awn network, by being able
to offer local service promptly (which UNE enables) and at a decent profit (which UNE
enables), the long distance carriers can combat long distance customer defection,
making THEIR foray into leasing local services more profitable by avoiding lost long
distance revenuss, than an “XO" could have.

» Hence, the racent rapid entry into long distance by the RBDCs has been
accompanied by a rapid expansion of the use of UNEs by CLECs, principally
ATAET and MCI.

P States rule over the Feds on local telephony, States have been widening the
UME discount - to the detriment of the RBOCs - as a quid pro quo lo RBOC
long distance entry. Local profit marging are much fatter (45%) than long
distance marging {£25%), s0 the current trade-cff is a loser for the RBOCS,

2 £ Dresdner Klenwort Wasserstein




21 August 2002 UNe-P: the Un-Profit

The ragulators may allow thrae
to four vertically and
horizonially integrated

Pr oG BrS

P The discount has caused much more rapid CLEC UNE use, This was seen
mast recently in Galifornia, where the GA PLC has recently ruled that SBC can
provide lang distance (SBC stil must apply at the FCC). In the case of CA,
AT&T got lower UNE rates BEFORE SBC was able 1o get into long distance,
causing a timing-engenderad loss as well.

Which regulators? Well, first the FCC, which tock the 1998 Act that did not specify
particular UNEs or what price they should be made available at. The last FCC made a
lorg list of UNEs and set severe discount “frameworks’ to those UNEs. Then the states
qgot into the act by setling the actual UNE rale, i.e.. the discount from retail rates
olferad to an RBOC's customers. These discounts can be as high as 65%' At the
margin, such revenug |oss, accompanied by continuad network costs, rasults in almast
one-far-one profit loss = thus, the UME is highly profit-destructive.

The only saving grace is that MCI has senous financial difficulties, and could be forced
to abandon its UNE expansion program = ta the Bells' benafit, In addition, AT&T, which
is in much better financial shape, and can, we estimate, survive on lis own for years.
could be bought out by a Bell if the current telecom meltdown continues. In ather
wards, tha regulators — the FGG and DOJ - may allow the cligopolization of the
telecom industry, where there are three to four vertically and horizontally intagrated
providers. That is, three Lo four ald Ma Balls.

P For investors, we believe that the Bells are trading near historically low multiples of
EBITDA, which is the most important barometer of value, in our view, Howeaver,
UMNE is, at the margin, s0 value destructive, that we would be HOLDERs, it and
until the regulatars becorme mora realistic. And If they don't, shareholders might be
rewarded by a severe downsizing of MCI andfor absorption of AT&T by a Bell.
Conclusion: Hold.
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45 ot CLEC linas sarvad
reslential and small business
markels

“The cream skim” — business,
population density and
demographics

The current competitive policies favor rich residential customers, large businesses and
statas with greater population density.

Accotding to the FCC, 56% of CLEC linas served madium and large businessas and
govermment customers. n contrast, just 23% of ILEC lines served such customers.
Conversaly, 45% of CLEC lines served residential and small business markets,
while over 75% of Bell lines served lower profit residential and small business
lines. Businessas and government offices are more densely packed, and spend more
per access line than residents.

Thus, the ILECs ara lsft holding the "bag’ - serving more of the costly (read:
geographically disparsed) and lowar paying line base. We view the ‘cream skim’ as
one of the most compelling arguments that local competition regulation is destructive
and illogical.

Year-end 2001E CLEC line compc}s:tlon

Figure 1: CLEC access lines, 1999-2001

25,000 - 2. 0%

10.2%
20,000 + Pl §
7% -
g - B.0% f
E 15,000 :E
r L B.0% E
g 10,000 - A | %
b o e E
143
o o
5,000 logy 2

I SR B i } } 0.0
Crpg=- 0l BT Jun=01 D01
—(.L_«., Linas —#— GLEC Market Shise
T daky A7

Seupce, FLC

4 £ Dresdner Kleinwort Wasserstein




21 August 2002 UNe-P: the Un-Profit

The goal of the 1996 Act was Lo
create the ervironment for local
competition, not create el
competition

Cable telephony penetration |s
Increaslng pvan fastar than
onerall CLEC penetration

Overbuild: 33%, but in key sectors much lower

Of the 33% overbulld percentage, we estimate that under 5% of residential lines are
cverbuilt lines, We believe this is a faling statistic and perhaps the most impertant in
this repart, In the US at year-and 2001, there wera 134m residential and small
business access lines. The majority of overbuilt lings are business lines, with a
concentration on medium and large sized businesses. Qur wviaw 15 that tha current
rules forcing RBOCs to resell local lines to CLECs at very deep discounts ars off
course, The goal of the 1996 Act was to create the environment for local
competition, not create local competition. Although seemingly subtle, this is a huge
distinction, The idea is that to produce new, axciting services and pricing programs
requires a competitor to provide naw, exciting services. How can that occur if the
CLEC Is raselling the AROCE' sanica? With only a 33% overbuilding rate, the desired
outcome of the Act is unaccomplished. The idea was to give the CLECs a means to
build customer scale upon which they could then justify building their own network,
since this is an industry of scale, In pont of fact, the growth in LUINE lines is
accelerating, despite the fact that the base of CLEG customers is also expanding. With
UME, the CLECs are merely behaving as rational decision makers. If it's cheaper and
less risky Lo rasall rather Ihan build, then resell is the answer. Unlike the long distance
industry, which is less of a natural monopaly since it takes just severalbn dollars and
two to three years to build a national network, except for tha cream of the business
market and the cream, i.e., demographically desirable (read: rich homeawners whao
can buy many services) residential market, a new national local network is unlikely to
emerge. We won't get into “what ifs,” but under a more ralional local competitive
tramework, overbuilding might have acourred to a graatar axtant.

Sinking the sunk costs

Overbuilding erases any revenue contribution fram former customers or prospective
customers that wauld have usad a Bell it an overbuilding CLEC wasnt around. It tully
‘strands' the lines' assets. The business base is sasier to owverbuild because they are
located In office bulldings and otherwise packed more densely. So the 'cream skim'
has been accompanied by the 'overouild.” That is, for years, CLEGs such as Tims
Warner Communications, AT&T Business and WordCom's MFS [(although we believe
one of WCOM's downfall was its inability to leverage the MCI long distance base and
‘hacksell’ an MFS local product into it) hawe been building their own trunks into
business logations, aither fully bypassing the ILEC, or perhaps renting minimal network
subsegrments such as the last link into a building. Now, cable telephony is copying the
CLECs on the residential side. By piggybacking onto the cable television network, they
found an economical way to overbuild the less dense residential base, a danger Lo the
Bells that have concemed us for some time. FGG statistics show cabls telaphony
penetration increasing ewen faster than owerall GLEC penetration, and AT&T
Broadband reported in Q2 02 that, for the first time, ils cable telephony operations are
EBITDA-positive, validation that a means to ‘crack’ the natural monopaly in the local
residential market exists. It still lakes a lot longer to deploy a cabla lelephony line than
a UNE line. Thus, cable telepheny is prebably impacting residential lines' margins, but
nat taking significant markat share yet.
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UNE-P lings add 20 -40
points of gross margin to a
GLEG

UMNE-P has mada it possible for
AT Tand MCI to compete in
the residential arena

UNe-P: the Un-Prafit

The battam line is that competition comes in twe flavers: reselling the RBOCs' network,
or overbuilding. The Bells argue that low UME rates, which can force an RBOC to
resell a local limne to a CLEC such as MCI *Neighborhaod" for as much as 70% off of
retail, aren't 50 bad because they at least provide some revenus across a high fixed
cost structure. Also, since the line is deployed already (sunk cost), and only minimal
sash is required to operate that line, an BEOC would selact UNE to overbuilding as the
lesser of two evils, We agree, However, with overbuilding now taking place in the
business and residential ends of the local market, we axpect that the valug of the
REQGs plant, 8., their sunk costs, are falling, and that plant write downs loom.
Again, the overbuilding is concentrating in the large business aranas and will occur for
plant that servas large businesses, not the residential market.

Resale: 22%, down from 43% two years earlier

Resale is uneconemical for CLECSs, so they are dropping resale lines or changing tham
to a LINE-P “lines’ regime, which are functionally equivalent, but add 20%-40% paoints
of gross margin to a GLEG,

Figure 2; UNE vs. resold lines, 1998-2001
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UNE: 47% (24% at YE 1999) — erased 2% of bell equity?

The UNE platfarm is growing rapidly in use. To the CLEC the anly difference betweaen
reselling and UMEs is the cost. In fact, UNE is nothing more than resale with 2-3x the
discount, which comas ta a 35%-60% discount. UNE-P has made it possible or AT&T
and MC| ta compete in the residential arena. Because it is too coslly o build out less
dense residential networks, UNE-P resale (and cable telephony overbuilding] are
being used to peneirate the residential and small business market. According to the
FCC, CLECs served 4.6% of those markets at the end of 2000, and 6.6% of such
markets by year-end 2001. There were 9.5m UNE loops at year-end 2001, up from
8m six months earlier. About 81%, or 5.8m lines, were UNE-P linas that included
switching, and the rest (3.7m) were UNE loops, where the CLEC just leases the
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The UNE-P platform will be
instrumantal in anablng AT T
to raach its goal of  10bn in
annual busingss Ioca| revanues
In five yoars

UNa-P; the Un-Profit

copper loop, and provides the ather network elemants. UNE-Loops cause the largest
revenue loss under the lpcal wholesale schemea, Howevear, UMNME loop sales should
ameliorate, in our view,

ILECs lost 1.5m lines in the last six months of 2001 in the form of UNEs to GLECS,
which wea astimate comes to $1bn in lost annualized sales, most of which is pure profit.
In a six-month span, then, after taxes, ILEC bottormn lines lost about $325m in net
incomea, and $4.2bn in market capitalization, assuming a 13x P/E multiple. The Bells
cantrol about 94% of the nation’s incumbent access lines, so the RBOCs, primarily
through UNE, lost S4bn in market capitalization in the last half of 2001. The Balls
currently hawe a 3$220bn aequity market cap, meaning that CLECs concaivably
destrayed 2% of Bell equity value in the second half of 2001, assuming our estimatas
are reasonable and that the market actually “made’ this cbsarvation and factored itinto
stock prices, There's no assurance RBOC stocks didn't dacline due to other reasons,
and that the UME-P issue has yet to be factorad into the stocks.

Case study: AT&T UNEs

AT&T's new senior management states that the UNE-P platferm is expacted to be as
guccessiul in penatrating the business market as it has been in the residential market,
Today, T has soma 3.2m local lings, of which 500,000, or 15%, are UNE-P-based.
That perzentage will increase. We estimate that the UNE-P platform wil be
instrumental in enabling ATAT to reach its goal of $10bn In annual business local
revenues in five years. Mote: it fakes T aboul twe years for UNE-F, on its own, to
breakeven, excluding the positive impacts of bundiing long distance with UNE-P.

From a macroeconomic point of view there are several concerns with the UNE-P
system:

P lt's a policy-stimulated transter of wealth (from shareholders and emplcyees o
consumers), rather than being lefl to market forces.

P In the longer-tem, it could rob cansumers of advanced services that require the
RBOCs" plentiful cash flow to fund.

»  Agset whte-downs will cause 'stock-shock' and a shock to the telecom "supplier
system.

UNE is a creation of the prior FCC administration. Only network elements such as
switching, Iocal loop costs and other various network elements were required under
the 1996 Act to be sold at reasonable discounts to the CLEC. The FGC decided that
the ILECs were required to "rebundle” these elements and sell them at much steeper
discounts than plain resale. Plain resale was required by the Act as well. The price was
to be the retail price charged by the Bell less avoidable costs such as selling costs.
That was interpreted to mean a 20%-25% discount to retail. However, the CLECs
dign't have any margin left over for a profit. We're not sure, however, that profit was
required by the Act At the end of the day, the spirit of the Act was fo deliver a
mechanism to jumpstart local competition, and we interpret thal fo mean lo develop a
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Wirgless displacamant is not
only affecting primary access
lines. but is having a
devastating ettact on BB C
second lings

mechanism te allow competilors o build up a large encugh base of custemers — aeither
through UNE elements or resale to THEN justify building their own netwark.

Regulators forgot to notice that wireless is local
competition, too

In its July 2002 Local Telephone Competition report, the FCC reported that US
wireless subscribers increased from 79.7m at year-and 1999 to 122.4m by year-end
2001, or a 23.9% CAGR. With wireless carriers offering big bucket minute plans
including features like Galler 10 and free roaming, wirgless phones are replacing
landlines for many consumers, As wiraless companigs continue 1o build out their
networks and improve service quality, wirgless displacement will inereasingly displace
RBOC landlines.

Wirelass displacement is not only attecting primary access lines, but is hawing a
devastating effect on ABOC second lines. Second line growth for the RBOCs is
daclining rapidly, primarily as a result of wireless displacement of these second lines.
For example, BLS reported a QE 02 second line YaY growth decline of 10.6%, whila
SBC's secend lines declined 8.7% YoY in Q2 02 Historically, second lines have
increased as much as 16%-20% YoY, and just hwo guarters ago we astimate that
these secand line wera dacliming approximately 5%. If we estimate that the RBOCs
combined for 17m second lines at year-end 2001, and each second line generates §5
per month with a 65% EBITDA margin, then $633m of EBITDA was generated from
RBOC second lines in 2001, This $633m of EBITDA is in danger of being reduced by
10% per year, primarily due (o wireless displacernent.

End result

$1.4bn decline over last year
Figure 3: RBOC local wireline
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Regulalors have mowed fo an
aclive stance to redesign tha
industry

UMe-F: tha Lin-Profit

Regulators hurting consumers in long run

The combination of very effactive labbying on the part of small and large (read: AT&T)
GLECs, and a democratic FCC (thought to be friendly to long distance and CLECS, not
RBOCs) prodded the FCC to greate the UNE-Plattarm, ar UNE-P. The FCC decided
that UMEs should be priced at a theoratical laval, that i, what would it cost for a brand
new local network to add an access line. The assumplions include state-of-the-art
natwerks throughout, and perfect capital and man-hour deployments. In ather wards,
wa believe these are imaginary, non-histonc; therefore, in our opinion, this is an
unreasonable way to regulate an industry. Another related issue is that of regulation
altogether. In the 10 vears of covenng this industry, regulators Rave, in our view, taken
an exponentially mare involved role in the “day-to-day’ decisions about pricing,
mergars, service offerings, inter-carier relationships, etc, than dafore the 1996 Act. It
wasn't supposad to turn out that way. Regulators have moved to an active stance to
redesign the induslry, from a passive stance where carriers knew the rules and
operated frealy within tham. They knew what their retums would be, and didn't hava to
make the wvary risky types of investments ABOCs have made in the past few years to
compensate lor the loss of growth in the core business that has destroved shareholder
value. On top of that the regulaters have had the nerve to regulate the newer high-risk
capital return projects such as DSL. Now every carrier move is scrutinized by a state or
FCC hearing, slowing down the communications revalution of the late 1980s. In the
short run, the consumer wins with thase artificially lowered local rates. In the long term,
the consumer will suffer as ILECs cut their capital budgets by 30%, which will produce
faewer satvices, more network nutages, and crummiar customar senvice. The regulators
don't understand that the local industry, unlike the long distance industry, is the closest
thing in telecoms to a "natural’ monopoly. Wireless, long distance and undersea
networks cost less per 0S-0 to build, and are constructed in a matter of months or a
year or two, not the many years it takes to build a local landline netwark.
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THE STATUS OF 271 AND UNE-PLATFORM IN
THE REGIONAL BELLS' TERRITORIES

Since our May repon, the FCC has pranted 271s in four states; Georgia and
Louisiana for BellSouth and Maine and New Jersey for Verizon, Applications for
seventeen slates’ 271s are before the FOCC now. By vear-end we expect all of
Verizon to be covered by 2715, We expect Qwest to have 271s in all but one or
two states (Minnesota and Arizona being the ones we expect 1o lag). We expect
BellSouth to have all ity 271s except Florida, Finally, we expeet SBC to add
California late in 2002, but do not helieve the Ameritech states will get their 271s
until the first half of 2003,

As part of the 271 process, UNE rates since May have been reduced in many
states, most notably in the Owest Region, but also in SBC and BellSouth states.
We expect some more UNE reductions (Massachusetts, New Jersey and
Pennsylvania are pending for Verizon, for example) but expect the pace to slow
given how much UNE rates have decreased and given that the 271 process that
drives some of the cuts is nearing its end,

For the CLECs, the lower UNE rates present the opportunity to enter the local
markel with minimal up-front investment. It is not clear, however, whether some
of the more troubled companies, like WorldCom, will be able to {ake full
advantage. We view UNEP as being positive for the IXCs, particularly AT&T, but
do not believe that it 15 enough to stem the declining revenues and profitability of
the consumer long-distance markel,

From the RBOC-investar's perspective, UNEP presenits several problems. One is
the reduction in revenues that comes from converting retail to wholesale revenues,
The other is the pricing compression that comes {rom the RBOCs® own attempls to
restructure their prices to compete with the new entrants.  Finally, there is the
exposure during a period when an RBOC cannot yel enter long-distance, but the
IXCs have begun to enter its local market, Among the RBOCs, SBC is by far the
most exposed, In California and in the Ameriiech states, it has super-low UNEP
prices and no ability to counter an IXC's entry with an all-distance plan. It is
possible that Verizon will also see some meaningful share loss in the next few
manths, but we do not see the INCs being as focused on it as they are on SBC,
particularly in Calilornia,
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STATUS OF 271 AND UNE-PLATFORM IN THE REGIONAL

Y= 3 f
BELLS TERRITORIES

ver three months have passed since we last published our report *The Status of
271 and UNE-Platform in the Regional Bells' Temitories”. Given the recent
flood of 271 filings with the FCC and the concomitant changes to UNE-Platform
(UNEP) rates made by individual state commissions, we thought it timely to provide
an update,

B The {lood of applications for in-Region long distance entry under section 271

of the Telesom Act {271} is reaching its crest. Fourteen 2718 have been
granted to the Regional Bells (RBOCs) so far, and the FCC has applications for
seventeen more hefore it right now: Alabama, Kentucky, Mississippi, North
Carolima and South Carclina for BellSouth; Colorado, Tdahe, lowa, Nebraska,
North Dakota, Montana, Utah, Washington, and Wyoming for Qwest; New
Hampshire, Delaware, and Virginia for Verizon,

By vear-end 2002, we expect 2715 to cover all BellSouth states except Florida,
all Owest stales except Minnesota and possibly Arizona, and all Verizon states,
SBC has a good chance of having California granted by year-end, and a slight
chance of having Michigan granted as well, with the resit of the Ameritech
states likely to slip into the first half of 2003,

As the RBOCs have prepared o submit their 271s, they and their state
commissions have made changes to their unbundled network element (UNE)
prices. While commissions do occasionally change UNL prices independently
of the 271 process—as New York did earlier this wear and as Massachusetts,
Mew Jersey, Texas and Pennsylvania are doing now—mest changes have been
made as part of the 271 process. Thus, bath because UUNE rates have been
lowered shaply in most states over the last year and because the 271 process is
ending, we expect a slower rate of change (o UNE prices over the next year or
twa than we have seen in the last few months,

The actual implementation of UNEP accelerated in the last few months, as
compettive carrers (CLECs) have facused rmore on this market. WorldCom's
MCI division, in partnership with Z-Tel launched its Neighborhood Plan in
April. AT&T has added local UNEP-based service in six stales 1o its original
two since March of 2002 and will probably add another two states this year, In
carly 2002, AT&T was offering LUNEP-based local service only in New York
and Texas. Since March, it has added Michigan, Georgia, Illinois, Ohio,
California, and New Jersey, Tt has indicated that it will also enter Pennsylvama
and Massachusetts this year, We expect it to push hard in California, where it
will fight hardest 1o protect its long-distance market. WorldCom's MC]
division introduced 115 Neighborhood plan in April and appeared ready o
pursue entry in at least the urban zones throughout most of the country, Entry
by these long-distance carriers (IXCs) has been partly in response to potential
entry by the RBOCs into the long distance market in a given state and partly in
tesponse to lower UNE prices. Given the financial problems at WorldCom and
the changes in AT&T's structure and management a5 it merges its Broadband
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unit with Comeast it is somewhat difficult to predict how hard they will push
UNEP. We expect some backing off on WorldCom's part, and a harder push
in g small number of states on AT&T s,

At least in theory, the greatest exposure to changes in UNE prices is to SBC.
ATET just began deploving UNEP in California, where SBC will not be able
to respond on the long-distance side 11l around year-end 2002, at best. AT&T
is also in Michigan, [llinois, and Ohio, where it is unlikely that SBC will he
able to respond on the long-distance side till sometime in the first balf of 2003,
As we indicale below, UNEP discounts are greatest overall in the SBC Region,
BellSouth is secing UNEP-based entry primarily in Georgia and Florida, but
ATET has not yet entered Flonida. Florida is the only state in which we do not
expect BellSouth to have a 271 till late first quarter 2003, Chwest's rates have
recently dropped in a number of states, so that the Regional average UMNEF rate
has dropped from $28.21 to $23.97. However, we do not believe that entry
into Qwest's territory 15 a high priority for the IXCs al any price.  Verizon's
rate at $20.23 15 the second lowest on a Regional basis, but that rate is
relatively stable wa. May of 2002, Tt is also worth noting that Verizon has not
lost much market share since rates in New York were lowered in January.
ATET has indicated that it will enter Pennsylvania and Massachusetls this
year, but neither the timing nor the level of effort in those states is clear to us.

The Supreme Court has affirmed the FCC's right to designate TELRIC (Total
Element Long Run Incremental Cost) as the methodology by which UNE
prices are set. More broadly, in its May 2002 Verizon Communications v.
FCC decision, the Supreme Court appeared o affiom the FCC's vight to
designate any method other than rate-of-return, which is specifically precluded
by the Telecom Act, for the purpose of setting UNE prices.

The long-term survival of UNEP is, nevertheless, in question, In its May 2002
Werizon decision, the Supreme Court reaffirmed the “necessary and impai™
standard, which it had already highlighted in its January 1999 lowa Utlities
Board v, FCC decision. On May 24th, in its USTA v, FCC decision, the D.C.
Circuit of Appeals remanded to the FCC the 1999 UNE order n which the
FCC attempted to refine the list of required UNEs in accordance with the
Supreme Court’s “necessary and impair” standard. The D.C. Circuit also
vacated the FCC's line-sharing order. The FCC has appealed back to the full
12.C. Circuit some aspects of the court’s decision.

All of these judicial decisions will have an impact on the triennial review
which was initiated by the FCC in December of 2001 to decide which UNLs
still meet the “necessary and impair” test. The triennial review was expected
to conclude this vear. If the D.C. Circuit does accept the FCC's appeal, we
believe it is unlikely that the FOC will issue an arder in the triennial review till
after the court rules, most likely some time next spring.  Aside from delaying
the conclusion, the various court decisions are likely to drive the FCC toward a
more granular analysis than it had done in the past. That was the bent of the
current FCC anyway, bui the D.C. decision reinforces it.  For example, we
would not be swprised to see switching removed as an element in some
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markets Fairly quickly and in others over some longer trangition period. Other
clements also might be removed over time in some geographic and customer
markets. If the FCC decides to take granularity down to the wire-center level,
it may leave aciual implementation in the hands of the states, but with fairly
tight rules to guide that implementation. In the context of UNEP, what is
significant about the removal of an individual element s that it makes it
necessary for the CLEC 1o do some wouk to reassemble the line when it inserts
its own equipment. That will make it more difficult to move large numbers of
customers tapidly, Thus, the timing and outcome of the wiennial review is
very important both to the CLECS/AIXCs who use UNEP and to the RBOCs
who are wholesaling lines to those CLECsIXCs at deep discounts.

The actual financial impact of UNEP on either the RBOCs or their competitors
ig, of course, what investors care about, Unfortunately, it is difficult 1o
quantify because it depends so much on the companies® strategies. The more
CLECs are able to cream-skim in a given market, the better their own margins
and the greater the damage to the RBOC. The CLECs' ability to cream-skim,
in wrn, depends not only on the CLECs' own strategies, but on the RBOCs’
win-back efforts, which often include the introduction of new pricing plans and
the RBOCs' ability to offer all-distance plans. Thus, damage to the RBOCs’
financials comes not only from the conversion of retail revenues to wholesale
revenues, but from a broader repricing in response 1o competition. The olfset
frtom long distance appears to be fairly nunor, at this point.  Although
ultimately all-distance customers may be “stickier” than those who use only
one service, initially bath sides are likely to spend more on marketing to fight
churn than they did before,

Our May 1, 2002 report included one effort at such an analysis. It found that
UNEP creates a discount of about 19% to 42% below retail residential revenue.
Using the same retail rates, those discounts would now range from 24% to
5025,  Another way to look at the issue is to use the FCC's rate reference
book, which relies, in turn, on TNS bill-harvesting data.  According to this
data, average residential spending per household on local service is $426 per
year and on long-distance $176 per year, Assuming 1.2 lines per household,
that would equate to about $30 per line in local revenue plus about $4 per line
in access charges for a total revenue per line of about $33-534. That ligure
falls within the range of $30-F34 for retail consumer revenue that we had
estimated in May, although both calculations present potential problems. For
the TNS data, specifically, it 1s not clear whether taxes and Universal Service
Fund contributions which an RBOC would simply pass threugh o the
pevernment are included in the revenue. With that caveat, we are using $33 .50
as o national average residential rate. That leads to UNEP discounts on a
Region-wide basis of 27% in BellSouth, 28% in Qwest, 48% in SBC, and 40%
in Werizon. The TNS numbers also indicate that the RBOC would need o gain
mere than three long-distance customers to make up for the revenues from any
local customer it loses (5474 of local plus access revenue vs. $128 of long-
distance revenue net of access), And—given the different margin structures of

* the industries—it needs more than that 1o make up for the lost cash flow, OF

course, to the extent that an [XC can capture small business customers whose
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retail spending is higher than that of consumers, the damage to the RBOC 13
greater, For some time, at least, while the industry restructures itselfl into an
“ull distance” market, the UNEF vs, 271 game is likely to be “negative-sum,”
with both the RBOCs' and IXCs' profits hurt by lower revenue and higher
marketing costs.




